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I.  Introduction
The  objective  of  this  brief  background  paper  is  to  compare
selected  financial  indicators  for  the cities of  Branch and North
Branch for the years 1986-1991.  For an  additional  reference point
in  the  comparison,  we  compared  the  two  cities  to  the  average  of
Greater Minnesota cities their size  (fewer than 2,500  people).
II.  Methodology
We  modelled  much  of  this  report  on  fiscal  health  studies
produced by the Research and Information Division of the Minnesota
Office of  the State Auditor.  The primary  source  of  data  for  this
background paper was the State Auditor's annual  report,  "Revenues,
Expenditures,  and  Debt  of  Minnesota  Cities"  for  the  years  1986
through 1991.  In addition, we consulted the city manager of North
Branch, the municipal secretary of Branch, and the State Auditor's
office to clarify anomalies  in  the auditor's  reports.
III.  Findings
Comparative analysis of  Branch's and North Branch's finances
provided  detailed  information  on  the  cities'  six-year  trends  in
population, expenditures, revenue sources, and bonded indebtedness.
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1To  start  to  put  this  comparison  in  perspective,  the  current
expenditures for North  Branch in  1991  totalled  to  $908,468  while
Branch's  current  expenditures  totalled  to  $374,863  for  the  same
year.  The  revenues  in the two cities differed by an even greater
proportion  than  expenditures.  North Branch's  total  revenues  for
1991  were  $1,176,566  while Branch's  total  revenues  for  the  same
year  totalled  $421,360.  This  difference  in  the  scale  of
expenditures  and revenues  for  these two  cities  should be  kept  in
mind  when  examining measurements of  percentage  changes  in  these
respective areas.
A.  Share of Revenue Raised from the Local  Tax Base
We first examined two broad classifications of revenues:  (1)
those raised locally (property taxes, special assessments, licenses
and  permits,  charges  for  city  services,  fines  and  forfeits,  and
interest  earnings  on  investments)  and  (2)  those  received  from
outside the local tax base  (namely grants from federal,  state,  and
other local  governments).
Our  study of the six-year period showed that both Branch and
North  Branch  raised  a  higher  percentage of  their  total  revenues
locally than did  Minnesota cities  of  comparable size  (Table  la).
Therefore,  they  received  less  state  and  federal  assistance  as  a
proportion of their  total  revenue  than the  statewide average  for
cities their size.
o  Branch,  for  the years  1986  to  1991,  raised  an  18.4  percent
more  of  its  total  revenue  locally  than  did  other Minnesota
cities of  comparable size.
o  North  Branch  raised  an  even  larger  share  of  its  revenue
locally than did Branch.  North Branch raised as much as  one
third  more  of  its  revenues  locally  than  the  average
Minnesota city of  comparable size.
2Table  la
Percentage of Revenues Raised Locally  for Years 1986-1991
Percentage of Revenue Raised  Locally
Years  Average of MN
Branch  North Branch  Cities With Fewer
than 2,500 People
1986  63%  68%  49%
1987  70  75  50
1988  69  76  46
1989  67  54  50
1990  69  46  50
1991  73  76  52
Source:  Prepared by Beth  Honadle and Ross Jaax of the Department of
Agricultural and Applied Economics,  University of Minnesota.
Data provided  by the Minnesota State Auditor's Report on
Revenues  Expenditures, and Debt of Minnesota Cities,  1986-1991.
3o  As Table  la  shows,  in  1990  North Branch had  a major drop in
the percentage of  revenue  raised locally--so much so that  it
raised  3.9  percent  less  revenue  locally,  as  a proportion of
total  revenues,  than  the  average  of  Minnesota  cities  of
comparable size.  This can be explained by a large,  one-time
state  grant  that  paid  for  the  construction  of  a  water
treatment  facility.  Excluding  this  one-time  occurrence  in
1990,  North Branch  raised on average a 21.6%  larger share of
their municipality's total revenues locally than did cities of
comparable size.
o  Table lb shows the per capita dollar amount of revenue raised
locally  for  Branch,  North  Branch,  and  Minnesota  cities  of
similar  size.  Throughout  the  six-year  period  under  study,
North  Branch  consistently  raised  more  revenue  locally  per
capita  than  the  statewide  average  of  towns  of  similar size
while Branch showed the opposite trend of raising less revenue
locally than the statewide average.  Only in the final year of
the study,  1991,  did Branch's per capita amount  of  revenue
raised locally exceed the statewide average.
Pie charts in Figure  1 depict  the portions of  revenue  raised
locally  for Branch,  North Branch,  and cities of  fewer than 2,500
people  in Greater Minnesota for the year  1991.
B.  Six-Year Trends in Revenues and Expenditures
We also compared trends in revenues and expenditures over the
six-year period.  To compensate for population growth we compared
the  per  capita  percentage  growth,  or  decrease,  of  revenues  and
expenditures  (Table 2).  Since the actual amount of expenditures by
Branch are small compared to the expenditures of North Branch, the
percentage  change  in  the  case  of  Branch  may  not  indicate  a
substantial  difference  in  real  money  spent  or  raised.  The  two
4Table  lb
Revenue  Raised Locally Expressed
in Dollars Per Capita
Average of MN
Years  Branch  North Branch  Cities with  Fewer
than 2,500 People
1986  $78  $261  $207
1987  96  375  226
1988  97  406  212
1989  112  395  263
1990  105  631  273
1991  111  460  102
Source:  Prepared by Beth Honadle and Ross Jaax of the Department of
Agricultural and Applied Economics,  University of Minnesota.
Data provided  by the Minnesota State Auditor's Report on
Revenues Expenditures,  and Debt of Minnesota Cities,  1986-1991.
5Figure  1:  Revenue  Raised  Locally
as Percentage  of Total Revenue  for 1991
City of Branch
Federal and State  (27.1%)
w  ~~~~~~-L  oc  al (72.9%)
City of North Branch
Federal  and State  (23.9%)
v  ~-Loc.al  (76.1%)
MN Cities with population  < 2,500
Federal  and State (48.2%))__
i  _ - D6  ~Local  (51.8%)
6Table 2
Cities of Branch and North Branch
Comparative Trends in Economic and Fiscal Indicators
Percent Change in Selected Economic and Fiscal Indicators
Per Capita Between 1986 and 1991
City of  City of  Greater Minnesota Cities with
l  ~____~_____Branch  North Branch  Populations < 2,50)  People
Economic  Indicators  % Change  %  % Cha  ange
Population  27.60  14.60  -2.00%
Fiscal  Indicators
Revenues
Federal  Grants  -100.00  -100.00  -7.81%
State/Local Grants  16.00  21.90  40.00%
Property Taxes  47.90  42.80  15.00%
Total Revenue  36.90  57.70  .36.80%
Expenditures
General Government  90.80  37.90  32.00{%
Public Safety  21.10  7.60  17.00%
Streets/Highways  21.80  10.00  36.00%
Culture/Recreation  -20.60  23.20  14.00%
Interest Payments  NA  263.00  18.0((%
Total Current  45.90  68.2(  6,8.50c%
Source:  Prepared by Beth Honadle and  Ross Jaax,  Department of Agricultural  and
Applied Economics, University of Minnesota.  Data provided  by the
State Auditor's Report on Revenues,  Expenditures, and  Debt of Minnesota
Cities, 1986  and 1991.
NA:  Not applicable  for the city of Branch because  Branch had no interest payments
in  1986,  1987, and  1988.  Thus, there is no base for comparison  of percentage
change.
7cities  are  also  compared  to  the  average  for  Greater  Minnesota
cities of  fewer than 2,500  people.
While  federal  grants  to  both  Branch  and  North  Branch
diminished,  their  total  revenues  increased  more than  the Greater
Minnesota average between  1986 and 1991  (Table 2).
o  The termination of  the General Revenue Sharing  (GRS)  program
reduced  federal  funding  for both Branch and North Branch by
100%  due to the fact  that the GRS was the only direct federal
aid they were receiving.
o  North Branch had a 21.9  percent per capita increase in state
grant  revenues over this period,  compared  to a  16.0  percent
increase  for  Branch.  Both  received  much  less  than  the
statewide average increase of 40.0 percent.
o  Per capita property  tax  revenues  in  Branch and North Branch
increased  by 47.9%  and  42.8%  respectively over this period.
These increases nearly tripled the statewide average increase
of  15.0%.
o  North  Branch  had  a  20.8%  greater  per  capita  increase  in
total  revenues  than  Branch  from  1986  to  1991.  Their  per
capita total revenues  increased by 57.7 and 36.9% per  capita
respectively. These revenue increases compare to the statewide
average of 36.8%.
o  The revenues  of both Branch and North Branch kept  pace with
the rate of inflation.  After adjusting for inflation over the
period of this study, North Branch showed a 39%  real increase
8in  revenues and Branch showed a 35%  real  increase.2
The increase in revenues for the two cities did not keep pace
with  their  increases  in  expenditures  over  the  six-year  period.
Both cities showed  increases  in  particular areas  of  expenditures
that  contributed  substantially  to  the  increase  in  total
expenditures.  In  the  case  of  Branch,  spending  on  general
government rose sharply.  North Branch spent much more on interest
payments  in  1991  than they did  in 1986.
o  Branch's expenditures on general government increased by 90.8%
over  this  six-year  period,  representing  their  largest
increase in any area of  expenditures.  This is attributed to
the hiring of a city manager and full-time secretary between
1986 and 1991.
o  Branch's per capita costs in public safety increased by 21.1%,
which is  13.5% more than North Branch's cost increase of 7.6%.
However the absolute amount that North Branch spends on public
safety is  much more than Branch's actual  expenditures.
o  Branch spent 20.6% less per capita in 1991 than it did in 1986
on culture and  recreation.  In contrast, North Branch  spent
23.2% more per capita in this sector.  That  is  over a  third
above the statewide average increase for cities of fewer than
2,500 people.
o  Branch's expenditures per capita,  45.9%,  increased much less
than North Branch's, 68.2%,  and the statewide average,  68.5%.
2Inflation  rate  calculated from the Consumer Price Index  for
North Central United States, Table No. 793.  "Statistical Abstract
of  the United States."  1992.
9o  North  Branch's  percentage  increase  in  total  current
expenditures of 68.2%  is largely attributed to a 263%  increase
in interest payments.  Branch's interest payment situation is
not suitable for comparison because they recorded no interest
payments in  1986,  and interest payments in  1991 were
minute,  as was the case  for all  intervening years.  (The debt
situation in North Branch is explained in more detail below.)
IV.  Putting North Branch's Debt  into Perspective
As Table 3 shows,  North Branch has a relatively large amount
of bonded  indebtedness compared to other cities of  its population
size  in  Minnesota  at  this  time.  However,  this  debt  must  be
analyzed and put into perspective.  The perspective we will use  is
one that  takes  into account principles of  sound fiscal  practice,
equity or fairness,  and benefits received.  In other words, we are
interested  in the purposes for which the city issued debt,  who is
actually  paying  back  that  debt,  and  how  the  city  seems  to  be
managing its finances for the long run.  In Figure 2 we analyze the
components of North Branch's debt during the period under study.
North Branch currently has  approximately $7 million in debt.
This debt  is  in the form of  several bonds issued between 1980  and
1992  with maturities  typically in  the ten  to  fifteen-year  range.
Plus, North Branch now has bonds maturing in the years between 1999
and  2008.  The  interest payments on  these bonds  vary as  interest
rates have fluctuated over the past decade,  the period during which
the bonds were issued.
The  city  has  issued  two  main  types  of  bonds:  general
obligation (GO) and revenue bonds.  About $5 million of the city's
outstanding  debt  is  in  GO  bonds  with  the  remaining  roughly  $2
million  in  revenue  bonds.  GO  bonds  are  used  to  finance  large
capital  improvement  projects in which the city shares in the cost
10Table  3
Per  Capita  Measure  of Bonded  Indebtedness
Years  1986  to  1991
1986  1987  1988  1989  1990  1991
Branch  $  0  $  54  $  45  $  41  $  32  $  27
1002  2745  2815  2577  3069  2105
North Branch
Average  of Greater  MN  Cities  95  107  127  111  162  146
Fewer than 2,500 Population
Source:  Prepared  by  Beth  Honadle and  Ross  Jaax,  Department  of Agricultural  and  Applied
Economics,  University  of Minnesota.  Data provided by the  Minnesota State  Auditor's












12of  paying  back  the  loan  through  general  revenues  the  city
generates.  Revenue  bonds,  by  contrast,  are  paid  back  through
specific  revenue  sources.  In  the case  of  North  Branch  they  are
being  paid  back  through  customers'  water,  sewer,  and  electric
bills.
The city  issued  roughly  $5  million  in  GO bonds  between  1985
and 1991.  On average the interest rates for these bonds range from
6  percent  to  8.9  percent.  North  Branch  is  in  the  process  of
refinancing  loans  to  take  advantage  of  low  interest  rates
(currently  at  or  below  3.5  percent),  which  will  dramatically
decrease the cost of paying off its debt.
Because  capital  improvements  are  stationary,  they  tend  to
benefit  disproportionately  the  adjacent  property owners.  Thus,
using the so-called "benefit principle" of equity (i.e.,  those who
benefit most should pay the most),  it  is by and large the property
owners adjacent  to such capital projects who are paying for these
improvements  through special  assessments.  For example,  the  last
bond  North  Branch  issued  was  for  an  Oak  Street  reconstruction
project.  Eighty percent of the payback is from the property owners
in  that  area.
Using bonded  indebtedness  to  finance  capital  outlays may be
justified by a  concern  for  "intergenerational  equity."  That  is,
the beneficiaries of large capital outlays may be people who either
do  not  reside  in  the  area  now  or  may not  have  been  born  yet.
Therefore,  it  is  more equitable  to  finance  such projects through
future  revenues  from taxpayers  who  will  be  enjoying benefits  in
years  to come.  The alternative  is  to  finance capital projects on
a pay-as-you-go basis in which a community puts money aside to fund
them.  However,  this  approach  means  that  taxpayers  who  may  no
longer  reside  in  the  area  shoulder most  of  the  burden  for  such
expenses.  In  short,  expensive  capital  outlays  (roads,  sewage
systems,  water  mains,  etc.)  are  often  financed  through  debt  in
13order  to  distribute  the  expenses  over  time.  By  doing  so,  the
beneficiaries of  these capital improvements, over time, will  share
the  initial  costs.  Therefore,  future  generations  share  in  the
costs  for services  that will eventually benefit  them.
The  point  of  all  this  is  twofold.  First,  the  city  has
recently  gone  through  a  period  of  major  rebuilding  of
infrastructure.  Between  1987  and  1989  North  Branch  decided  to
replace a decaying century-old infrastructure, as many communities
across  the nation are having to  do,  so  it  incurred a substantial
amount of debt.  It was also going through a period of economic and
residential  development  and used debt  to finance the  bulk of  the
cost of capital improvements associated with this development.  The
second point is that North Branch has decided to pay back this debt
to  a  large  degree  through  special  assessments  on  the  properties
benefitting most directly from the capital  expenditures  that  are
being financed with the debt.  As a result,  in 1992 and 1993 North
Branch only budgeted to collect $74,000 to pay off  the $5 million
in GO bonds through the tax levy.  In 1994 this figure will be even
lower.
In  addition,  North  Branch  has  a  reserve  of  cash  and
investments of $1.5 million.  This reserve is not allocated and is
dedicated  to  paying off  bonds.  These  investments  are currently
generating between 12 and 16 percent in interest,  so there are more
than  adequate  reserves  for  paying off  its  debt.  Because of  its
prudent financial management,.  North Branch has a Moody's Investors
Service rating of BAA(the same as Branch).  This is Moody's highest
rating  and  it  is  an  indicator  of  the  financial  health of  North
Branch.
V.  Conclusion
Both Branch and North Branch are financially sound,  but  they
have quite different financial histories.  North Branch has a more
14developed  revenue  base  and  commitment  to  public  works  and
infrastructure.  Branch,  on the other hand,  has relatively little
debt because  it has built very few capital  improvements.  However
Branch  has  seen  a  very  large  increase  in  general  government
expenditures as a percentage of its budget due to it hiring a staff
to  administer  its  affairs.  Thus,  the  differences  in  finances
between the two cities can be largely understood in terms of their
rather different circumstances.  North Branch provides a wide range
of  city services and Branch does not.  As Branch has grown it  has
started  to  incur  expenditures  such  as  salaries  for  a  city
administrator and secretary.
15